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RETRENCHMENT IN MORTGAGE LENDING 


HE time has arrived for retrenchment in mortgage lending. This is strong 
| medicine and will be hard to take, but there is an old Irish aphorism that an 
empty house is better than a badtenant. Ina broader application this can 

be applied to the present mortgage situation, 


While I am aware that quite a number of institutional lenders are tightening up 
on their mortgage loan requirements, there are many others who are not, and the 
struggle for loans has not abated in face of the need for income and the plethora 
of competitive investment moneys, In fact, it sometimes appears to me that 
some bankers, like diplomats, are inclined not to let the right hand know what the 
left hand is doing. In discussing mortgage policies these bankers talk as con- 
servatively as a Scotch dominie, while at the same time their loans may be listing 


heavily to the marginal, so that much of what they say is merely lip service to 
> careful lending. 


What disturbs a neutral observer is that some of the volume of conventional 
mortgages now being developed among the banks and other institutional tenders 
can be laid at the door of factors which do not contribute to sound loans, such as 
advocate appraising, slow amortization, and too liberal finders’ fees, It has been 
said time and time again that a sound appraisal is the keystone of a good loan, and 
it is axiomatic that the quality of the appraisal depends upon the ability and hones- 
ty of the appraiser. Unfortunately, there are too many institutional lenders who 


are not willing to pay an adequate fee to a competent appraiser but instead depend 
upon their own loan committee to do the appraising, 


Generally speaking, real estate loans are long-term loans, We are in an un- 
certain period, and it is quite probable that values may decline at a pace where 
the amortization and return from the money invested will not offset the deprecia- 
tion in the value of the property. It, therefore, surprises me that in talking with 
mortgage lenders I find so many who do not care to make FHA insured loans, 
While conservatively made conventional loans are a wholesome addition to any 
mortgage portfolio, in the present lending situation this type of loan, in my opin- 
ion, is more vulnerable than a Federal insured mortgage. In the face of peak 
building costs and the high scarcity premium still being paid for existing houses, 
the current low interest rate is not sufficient to cover the risk loading on an un- 
insured loan. The elementary truth still holds - that interest earned from loans 

must exceed losses resulting from them. Interest earnings are immediately vis- 
> is ible. Eventual losses are only visible later. The returns do not come in together. 


In the scramble for mortgages the practice of paying brokers and builders a 


211 























high premium for mortgage loans has become strikingly prevalent, and although 
this method of attracting mortgages may be destructive of sound lending, the in- 
stitutions which are paying high premiums are getting most of the loans. The 
exigencies of this situation have changed the attitude of at least one bank commis- 
sioner, I refer to the recent decision of the superintendent of banks for the State 
of New York, Elliott V. Bell. In April 1946, Mr. Bell recommended to the insti- 
tutions under his supervision that they discontinue paying premiums or bonuses 
to builders, directly or indirectly, and that fees paid to brokers should be held 
within specified limits. On May 1 of this year, Mr. Bell conceded that certain 
lending institutions were paying premiums of as much as five per cent for mort- 
gages, and hence it was desirable to release all institutions from whatever obli- 
gations they were adhering to under the April 1946 recommendations. This de- 
cision could be construed as an official recognition that the dearth of suitable 
mortgages makes finders’ fees necessary. I know several banks that refuse to 
pay a premium for mortgages and as a consequence their portfolios are shrinking 
at an alarming rate. 


Since the publication of our March Mortgage Bulletin, I have talked with many 
mortgage lenders regarding GI loans, and I found that most of them do not care to 
make GI mortgages unless the veteran has cash of his own with which to make a 
down payment. One of the larger Massachusetts savings banks recently sent out a 
letter to the active brokers in its area, advising it would not consider further GI 
applications unless there was a minimum of 10 per cent in cash down payment. 
This same bank has also set the commission it will pay on FHA and GI loans at 
1/2 of 1 per cent. It also emphasized that it is still anxious to give every cooper- 
ation in the matter of veterans’ loans, but that it feels strongly that the veterans’ 
interests will be best served by making sure the obligations they incur do not ex- 
ceed the reasonable value, based not upon present market conditions, but upona 
long-range viewpoint. Nevertheless, the cumulative total of Veterans Adminis- 
tration home loan guarantees covers one-eighth of all nonfarm residential mort- 
gages outstanding at the present time and adds up to almost four billion dollars. 


A legal action was recently instituted against one of the larger savings banks 
in the New York area which may have some Significance for other banks that have 
financed new construction for GI’s. This bank made the mortgage loans on a 
group of homes purchased by GI’s, Some time later defects appeared in the con- 
struction of some of these houses and the owners appealed to the builder to cor- 
rect them. The builder, clear of the job, refused to correct the faulty construc- 
tion and the owners then appealed to the bank. The bank took the position that the 
owners had bought the houses of their own volition, and that the bank had only 
made the mortgage loans and, therefore, was not responsible. One of the GI own- 
ers has a relative who is a depositor in this bank, and she has brought the legal 
action against the bank on the ground that the bank had loaned its depositors’ 
funds on improperly constructed houses and, by so doing, had shown it was not 
exercising proper care in investing such funds and, therefore, her funds on deposit 
were jeopardized. Following this depositor’s legal action, the builder cured the 
faults in approximately fifteen of the defective houses, but some of the owners 
refused to permit the builder to enter their houses for inspection, At this writing 
the case has not yet come to trial, but the bank has received some unfavorable 
publicity in newspapers, However, it does not appear to me that the plaintiff has 
much of a case, if any. Nevertheless, the bank has had unwelcome publicity and 
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if the case should come to trial, no one knows how the jury may react, especially 
when GI’s are involved, 


The government has at long last recognized the futility of pushing the GI Joes 
into buying houses which they are financially unable to buy or to meet the monthly 
carrying charges on, Rental housing is now carrying the ball and the Housing Ex- 
pediter and the FHA are in full hue and cry promoting Section 608 of the National 
Housing Act. Notwithstanding, there is some distrust in the minds of institutional 
lenders over 608 loans as was plainly shown at the recent meeting in Boston of the 
National Association of Mutual Savings Banks, In discussing 608 with mortgage 
brokers of my acquaintance I found that they were not enthusiastic. What dis- 
turbs them is the conviction that a large volume of 608 rental housing is going to 
be built in neighborhoods that are not normally localities able to pay the scale of 
rents scheduled and, therefore, bound to get into difficulties. In other words, $80 
apartments will not stand up in a $50 neighborhood, 


In one of his bulletins, the Housing Expediter states: “Rental housing repre- 
sents a promising investment possibility.” Let us see how promising. The 608 
mortgages yield a contract rate of not more than 4 per cent and are selling ata 
premium of from 5 to 6 per cent witha servicing charge of from 1/4 to 1/2 of 1 
per cent, (I have known of a few sales at 107, including servicing.) 


Now, assuming that you pay 105-1/2 for a 608 and the property defaults in 
five years, it means a 1,10 per annum premium cost and knocks your yield down 
to 2.90. The broker from whom you bought the loan retained the servicing at not 
less than 1/4 of 1 per cent per annum, So your actual yield drops to 2.65 per cent, 
At foreclosure you can take ten-year 2-1/2 debentures and a certificate of claim 
covering foreclosure cost (which will probably be worthless), or you can return 
the unpaid balance of the mortgage to the FHA at 99 and take ten-year 2-1/2 de- 
bentures for this amount, If you elect to take the 99, in the final pay-off you will 
have a little less than 2.65 per cent. So the “promising investment possibility” 
may not turn out such a promising investment after all. However, 608 rental 
housing construction is going merrily ahead and the applications are piling up. 
The latest big project (in New Jersey) is a 580-family unit covered by a 608 
mortgage of $4,508,000. The entire project will contain 2300 rooms at a cost of 
about $2,000 a room. 


Construction loans do not look too good at the present high building costs, 
Possibly Section 603 can be handled safely, providing you know your builder, and 
that he has the cash to cover the difference between the amount of the loan and the 
stated cost of the house. A 603 home is usually sold quickly, as the builder can 
just transfer the property with the deed, of course subject to the mortgage, for a 
relatively thin equity. Nevertheless, a number of strong banks are withdrawing 
entirely from the construction loan market. The insured loans which find favor 
with many lenders are FHA Section 203 and Title 1, and I agree. 


While I know the ability of people to pay their indebtedness is greater now 
than it has been during most of the past decade, figures are available to provide a 
motive for a thoughtful consideration of long-term obligations, The mortgage 
debt outstanding on United States homes at the close of 1946 stood at an all-time 
high of approximately $24,600,000,000, while during 1946 individual savings 
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dropped to less than half of what they were in 1945, Plus the decrease in savings, 
consumer credit expanded at the rate of over $225 million a month through 1946, 
and now stands at an all-time peak of well above $10 billion. A 72 per cent rise 
within a year in installment credit and a heavy charge account volume were strong 
factors contributing to this increase, This rise in installment buying and charge 
account activity is an indication that consumers have turned strongly to the use 


of credit to stretch their declining buying power. 


It might be well to bear in mind that if we do not experience a rather sharp 
price recession within the next year or two, we shall undoubtedly depart from the 


pattern of all previous postwar inflations, 


But this is certain - a premonitory chill is in the air. 





. JOHNSON 
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